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Ho” HAS the war affected industrial accounting? This ques- 
tion is probably asked more frequently than any other these 
days wherever industrial accountants congregate. Obviously, seri- 


iew ous problems have arisen and are arising constantly, that call for 
~ carefully considered special treatment. At the same time it is quite 
us- . 

as essential that we keep our feet on the ground of sound funda- 
- mentals in approaching each new and unusual situation brought 
des about by the war. 

are This article is intended merely as an attempt to jot down opinions 
os- on some phases of wartime industrial accounting control that seem 
-- to be important at the present time. 

a. Basic ContTroL FUNDAMENTALS 

: The basic problems which confront the industrial accountant in 
- wartime are the same as in peacetime. It is essential that we keep 


this fundamental fact in mind; otherwise we may easily become 
blinded by the peculiarities appearing on the surface of the prob- 


nts. lems and mistake them for changed underlying principles. Be-. 
ch cause of the large volume of transactions being handled in most 
yel- plants today, failure to apply correct fundamental principles may 
tin. 


lead to faulty accounting results. The sheer velocity of the trans- 
actions so magnifies factors of error that assumptions which were 
unimportant formerly, can easily acquire important proportions. 
Hence greater selectivity in choosing methods is needed today than 
formerly, to get passably accurate results. Selectivity and origi- 
nality are also required to obtain these essential results within the 
limits of allowable clerical costs. 

What are the basic control fundamentals? I believe that man- 
agement requires five basic things. These are: 


1. Budgets. 

2. Costs that are realistic. 

3. Production control. 

4. Inventory control. 

5. Monthly profit and loss statement. 
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Naturally there are other reports that the management may wish 
to receive but these five seem to be fundamental in many manu- 
facturing organizations. 

I have been told frequently that there is no time now for such 
things as costs and budgets and the other phases of accounting 
control, that it is simply a question of getting the production out. 
My experience does not permit me to accept this thesis, and for 
the following reason: Transformation from a peacetime to a war- 
time economy usually passes through three stages: (1) getting 
work and organizing to do it; (2) getting production under way 
regardless of cost ; and (3) leveling off at a given output and often 
at fixed prices. We now appear to be entering or to have entered 
this third stage, the stage of normalizing this most abnormal busi- 
ness. In this stage the accounting control essentials are certainly 
needed by the management at least as much as ever before because 
of the high level of operations and the resulting volume of trans- 
actions. 

Let us therefore consider briefly each of these five fundamentals 
of control. 


1. Budgets 


To a considerable extent the budget has been the poor relation 
in the industrial accountant’s portfolio. Generally speaking it has 
never received the acceptance that it deserves. Properly devised 
and installed, the budget can be of first rate importance to the in- 
dustrial executive. Successful budgeting, and by that I mean prac- 
tical budgeting, is a two dimensional job, in that it requires both 
the engineering and accounting points of view. Budgeting is an 
offshoot of scientific management, and scientific management was 
an engineering brain child. Prior to the last great war, such budget- 
ing as was done was usually handled by the engineers. This 
worked splendidly as long as the work was confined to the shop 
and dealt in things, but when the engineer reached the accounting 
and attempted to reconcile his budgets with expenditures, he usu- 
ally floundered and sank in a morass of debits and credits. 

With the recovery of business from the depression of 1920, cost 
accounting received a greatly accelerated acceptance from the 
business community and, generally speaking, the accountant 
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y wish emerged as the custodian of such budgeting as was done in those 
manu- far-away days. He could make the figures perform interesting 
feats and could balance them out at the end of the month but when 
- such he hit the shop, he was often as far at sea as was the engineer with 
inting the debits and credits. The former condition seemed to be reversed. 
n out. I think it can be said with fairness that such budgeting as was done 
id for in the 1920’s was, generally speaking, of a financial rather than of 
. war- an operating variety and usually meant little to the men on the 
etting production firing line. Then came the great depression, and the 
r way budgets were quite generally booted out in the battle for survival. 
often As business recovered, only those: phases of our work which 
tered had proved their worth as profit making tools of management, 
busi- were revived. Strangely enough, this recovery period brought a 
tainly substantial acceptance of the principle of budgeting as a means of 
cause gearing the business to difficult situations. However, these budgets 
‘Tans- were usually prepared along highly unorthodox lines and not infre- 
quently the executives who used them did not think of them as 
entals budgets at all. Therein lies a lesson which we may forget at our 
peril. 
Thus it is seen that the depression made two important contri- 
butions to the art of budgeting: 
ation 1. It indicated what budgets are fundamental, and 
t has 2. It showed that properly devised and used budgets are valu- 
vised able tools of management. 
e in- 
prac- he budgets that I regard as fundamental comprise the follow- 
both ing : . 
— 1. Sales forecast (what can be sold). 
; 2. Plant capacity forecast (what can be made). 
gt 3. Material budget (what can be obtained). 
This 4. Labor budget. 
shop 5. Burden budget. 
— 6. Working capital budget. 
7 7. Profit and loss forecast. 
i The form in which these budgets may be prepared is unimport- 


ant provided they are understandable to the men for whom they 
are intended ; it is the substance that counts. 
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There are three important fundamentals of budgeting : 


1. The budgeted figures must be capable of being compared 
with the actual results. 

. The budgets must be projected at least three months ahead. 

. The budgets must be broken down and presented in such 

manner that they make sense to the operating management. 


To meet this first fundamental point the budget sheets must be 
co-ordinated with the ledger accounts, so that each classification 
on the budget will appear on the monthly operating statements, 
The operating man must not be required to hunt around for com- 
parative figures nor be compelled to summarize groups of figures 
to effect comparisons. 

To achieve the second fundamental point, the actual results 
should be inserted at the end of each month against the budgeted 
figures and another month budgeted ahead. 

To meet the third fundamental requirement, a flexible budget is 
usually necessary. The straight-line budget so often used for 
financial purposes, is of little practical value to the operating man 
because he cannot translate it into terms of pounds of material, 
hours of work or hours of utilization of plan capacity—things he 
can visualize and must control. The budget must first be set up 
in terms of these physical things before it is translated into money. 
For example, to produce 50 pieces of a given product may re- 
quire 4 men but above that output 5 men may be needed until the 
production reaches 60 pieces. If 6 men are used to produce 54 
pieces, the excess cost is I man, and that is the way it should be 
presented to the executive concerned, while there is still time to 
correct the situation. Simply showing an excess cost per unit will 
in itself mean little because the operating man would not be able to 
reconcile it with anything tangible and unless this can be done, the 
work of budgeting will simply represent a labor of love, but not of 
particular value. 

It is particularly necessary that the budgets have the confidence 
of the heads of the departments being budgeted. It is also equally 
advisable to refrain from supplying department heads with any 
information over which they cannot exercise control. Extraneous 
information leads only to confusion. 
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2. Costs That Are Realistic 
npared Here again as in the case of budgets, the first fundamental is 
that the costs must make sense to the operating executives. I think 
ahead. sometimes that we cost accountants spend too much time discuss- 
: such ing the merits and demerits of actual costs, standard costs and 
ment whatever other kinds there may be, and overlook the important 
point that the real problem is to find the cost plan that will best 
ust be meet a given situation and then to use it regardless of what its 
cation name happens to be. For want of a better title I have termed such 
nents, costs “realistic costs.” 
com: Since the start of the defense program which now has become 
gures the war program, industrial accounting executives have frequently 
questioned whether their existing standard cost systems would be 
sults satisfactory for purposes of costing government work. The answer 
veted would depend entirely upon the kind of work being dane and the 
method of doing it. With the taking of war orders, some com- 
, panies entered into an entirely new type of business which re- 
et is quired the establishment of new processes, new methods and new 
for procedures, while other companies had to make only minor changes. 
ad At present industry generally is divided into three groups: 
— 1. Those engaged on essential civilian business exclusively, 
¢ up 2. Those engaged on both essential civilian business and war 
ney. work, and 
- . Those engaged on war work exclusively. 
) 
‘a Again, plants engaged in war work fall into three classes: 
1 be 1. Those making a modification of their regular products. 
2 to 2. Those making special articles not made by them before and 
will not to be continued after the war. 
e to 3. Those plants which were set up for war work only and which 
the will want to continue on similar products after the war. 
of 
Plants engaged on essential civilian business exclusively should 
nce continue to use the cost plan which they have found best adapted 
lly to their business in the past regardless of whether it is a standard 
ny or actual cost plan. 
118 Those plants making a modification of their regular products 





would include textiles, shoes, machine tools, etc., and unless the 
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modifications are substantial, the usual cost system of the company 
should be used in costing the war work. 

Plants making special articles not made by them before and not 
to be continued after the war, such as automobile plants making 
guns, should usually use job order costs because the detail of set- 
ting up reasonable standards would not be warranted, if, in fact, 
the job could be done properly. In some instances, because of the 
complexities of the products, it has been necessary to use job 
order costs for certain phases of the work, and operational actual 
costs at other points. But in any event, orders of this nature usu- 
ally call for the use of a final overall job cost for the contract. 


The last class of plants—those war babies which may want to 
continue on similar products after the war—should adopt the cost 
plan that will best fit their needs not only for the war but for the 
long pull, because if they do not get themselves organized and set 
up properly and efficiently now while they have production, they 
may find themselves in a bad way when they will have to go 
scratching for business. A company of this kind comes to mind. 
It has developed a purely war product that should with modifica- 
tions provide the basis of a permanent business. The product con- 
sists of a number of individual parts and several intricate sub- 
assemblies prior to a complicated final assembly. An actual cost 
plan is used to collect costs on parts by job numbers and costs on 
assemblies by operations, this later because the assembly processes 
would make the use of job orders hopelessly involved, but by using 
the combination plan, excellent results can be obtained. These costs 
fit the war requirements splendidly and, of further importance, 
the plan provides the basis for the peacetime cost procedure. It 
will simply be necessary to substitute standard part costs and 
standard operational costs for the actual costs now being obtained 
and the rest of the plan and its attendant controls may continue un- 
changed or modified only to the extent of the business changes. 

In general, if the war work is simple in nature and of substan- 
tial volume, actual job order costs should probably be used. A 
foundry, for example, would use job orders. On the other hand, 
if the war product is complicated and has numerous assemblies, 
combination costs may be the answer if the details incident to cost- 
ing are to be kept within reasonable bounds and if the results are 
to be of maximum assistance to the management. 
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Realizing the fact that local problems must be allowed to enter 
into the picture, the government does not specify any type of cost 
plan, but it does require that if standard costs are used, the cost 
variances shall be accounted for properly. Certainly this request is 
sound and reasonable. 

If it is possible to state in two brief points, the things which 
management should expect from the cost plan, I would list the 
following : 

1. The costs must show how the actual performances squared 

with the expectations. 

2. The costs must make sense to the executives on the firing 

line. Any plan that meets these requirements is good re- 
gardless of its name. 


3. Production Control 


Many plants have no adequate production control and in innu- 
merable instances production control of any kind is absent. Be- 
cause practical methods of production control are so essential and 
simple in operation, it is sometimes difficult to understand why this 
phase of our work has not received wider acceptance by business, 
particularly the medium size and small plants. There appear to 
be two basic reasons. Production control was one of the foundation 
stones upon which installations of scientific management methods, 
or the so-called efficiency systems, rested. Not infrequently in the 
early days of the art, exponents in their zeal tried to accomplish 
too much too quickly, and failure or only half success resulted. 
Frequently these programs included elaborate production control 
boards which often fell into disuse. As a result the use of a huge 
planning board became synonomous with production control in 
the minds of many executives and they wanted no part of it. Also 
many executives have no real understanding of just what consti- 
tutes production control. 

Actually no plant is too small for a sound plan of production 
control. The absence of adequate, simple, and practical methods 
of production control may be causing substantial losses in output 
at this time when anything that interfers with getting out the work 
is almost a national calamity. And yet because of the inborn preju- 
dice held by many executives against methods of production con- 
trol, improvement is often difficult. 
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In installing any kind of production control, it is just as neces- 
sary to fit it to the local situation as it is to tailor-make the cost 
system. But there are certain basic requirements which must al- 
ways be provided for, including the following: 








1. Issue all manufacturing orders from one central point only, 

2. No manufacturing order can be changed in any respect after 
it has been issued except by and with the consent of this 
central point of issuance and control. 

3. Do not attempt to schedule work to machines unless careful 
study clearly indicates that this step is practical ; if there is 
any question, schedule the work to departments only and 
place the responsibility for departmental control upon the 
foreman. 

4. Obtain daily production reports the first thing each morning. 

5. Keep the management posted constantly with respect to lag- 

gard orders. 



















These are fundamental requirements and if any one of them is 
absent, the entire plan will not function properly. On the other 
hand, this control plan can be just as simple as the business it is to 
serve. By keeping track of the manufacturing orders and the pro- 
duction reports, the control man can always know what is happen- 
ing and keep the management posted on any sidetracking of orders 
which may occur. To this end, a unit of measurement should be 
developed as a means of determining manufacturing loads ahead 
of production. This is essential to keep the facilities properly em- 
ployed but it is also of even greater importance. With this knowl- 
edge available, the sales department can follow an intelligent policy 
of accepting or rejecting orders, and in these days of too much 
business and too few producers of goods, this knowledge is im 
valuable. It is all very well to say that you must take the order 
from Mr. X because he has been a good customer for years and 
you must hold his good-will for the post-war years, but what is 
Mr. X going to say when his order is not filled within a reasonable 
time? This good-will so carefully nurtured will come bounding back 
as ill-will and the last state will be worse than the first. How much 
better to explain to Mr. X that his order cannot be accepted becaus¢ 
there are so many orders ahead, that he would have to wait longer 
than you would allow any order to be taken and remain unfilled 
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That would breed good-will, but only with a dependable knowledge 
of the order backlog in terms of manufacturing capacity can this 
important policy be adhered to. 

A frequent obstacle to successful production control, is the ten- 
dency of the boss to change the sequence of manufacturing orders 
after they have been issued and scheduled. Some important cus- 
tomer may get the boss on the ’phone and burn his ear off for 
deliveries. So he goes tearing down into the shop after learning 
where the order is, to see that all decks are cleared for it. When 
the foreman tells him that three other orders are scheduled ahead 
of it he orders that it shall be given preference regardless of sched- 
ules and returns to the office with a feeling of having accomplished 
something. When that happens, and it is no unusual situation, the 
entire system of production control ceases to function. If the boss 
wants the order put ahead he must talk it over with the production 
control man and if that idea is decided upon, appropriate orders to 
that effect would then be issued by the production man. Not to 
follow this procedure, causes two fatal weaknesses to arise (1) 
the control records will not reflect the physical status of produc- 
tion in process thus making the control plan worthless, and (2) 
the fact that the boss ignored the control plan would cause the man 
in the plant to pay no attention to it. In either case the results 
would be fatal. 

A second major cause of production control failure flows from 
the attempt to schedule work to machines where the place is too 
small, the product too complicated, or both, to make this theo- 
retically correct procedure a practical feasibility. It-takes a high 
grade production control plan efficiently operated and lived up to, 
to make this refinement in scheduling capable of obtaining satis- 
factory results. In most small and medium size plants, certainly 
so at the outset, it is usually better to schedule to departments only 
and then depend upon the foreman to get the work through his 
department. This will be a big step forward in many plants and 
when it is operating smoothly, the further step of scheduling to 
machines may be considered, but even then, only if a careful study 
of the problems involved, indicate that this extension of the work 
would be practical. 
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4. Inventory Control 


Fundamentally, inventory control consists of two parts: 
1. Standardization, and 
2. Stockkeeping. 


Standardization consists of three important parts: 


1. Standardization of products. 
2. Standardization of processes and methods. 
3. Standardization of materials. 


In many plants the importance of standardization is overlooked. 
During the decade of the 1920’s considerable progress was made 
in the fields of standardization in all three classifications. But as 
a result of the need of sales in order to keep alive during the great 
depression of the thirties, much of this advancement fell by the 
wayside. Many companies were so glad to get orders that they 
would go to unusual lengths to meet the special wishes of the cus- 
tomers. Even the mass production minded automobile industry 
was not untouched by the tendency, for just consider the wide 
range of selections the customer had in choosing the outside paint 
job in two or three tones and in picking out the interior colorings, 
many of which were near rivals of Joseph’s coat of many colors. 
Here was an example of the effect which the absence of stand- 
ardization had on inventories. The dealer who previously might 
have carried a car in each series or body style, was forced, if he 
was to have an acceptable showing, to carry cars in the popular 
colors in each of these classes. The direct result of this de-stand- 
ardization, was to make buyers more critical, sales more difficult 
with increased costs to everyone, and I would guess (but without 
exact knowledge) that relatively few extra sales were made as a 
direct result. Striking examples of the effects of standardization on 
profits are being seen today in the unexpected gross profits (be- 
fore taxes) that have been earned by some companies. Prior to 
the war, business had been depressed and semi-depressed for a 
number of years and the effect of standardization and mass pro- 
duction on the cost of goods could not be determined with accuracy. 
So, with the advent of wartime needs, business took orders at 
prices that were based on the best available costs with the under- 
standing that if any excessive profits were made they would be 
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renegotiated. As a result of this policy substantial sums have been 
returned to the government by industry. Probably in most in- 
stances these sums were earned purely as the result of standard- 
ization and volume, and at prices which under pre-war operating 
conditions would have shown little, if any, profit to the manu- 
facturers. 

Stockkeeping consists of two factors: 


1. Control of inventories or. hand. 
2. Control of inventories that are not on hand. 


The control of inventories on hand falls into two parts. The 
first essential is the ledger control with appropriate continuous in- 
ventory controlling accounts to set forth the total values in each 
classification each month, These accounts are usually charged with 
purchases and credited with materials used after having been 
priced at cost. The second essential is the physical stock control. 
So much has been written and spoken on this subject in N.A.C.A. 
Bulletins and at N.A.C.A. gatherings that elaborate elucidation of 
this phase of the work in this monograph is quite unnecessary. 
But there is one point which is worthy of emphasis and that is the 
increased attention that seems to be accorded to the use of per- 
petual inventories as a substitute for periodic physical inventories. 
The plan that seems to be gaining in acceptance requires that a 
certain number of items be counted every day and reported upon 
to the stock records clerk. Any differences found to exist between 
the accepted count and the records are then costed and each month 
a journal voucher is put through to adjust the book records and the 
controlling accounts to the physical balances. Because of the large 
quantities of materials used in most plants under current conditions 
and the scarcity value which attaches to most of them, correct con- 
trols are highly essential and the continuous inventorying plan 
seems to be the answer. 

Under present conditions the control of inventories that are not 
on hand is perhaps of equal importance with the control of stocks 
that are on hand. This means continuous and accurate balancing of 
purchases with sales and with budgeted requirements. It also re- 
quires a plan of proper follow-up and control of deliveries from 
vendors. This control of inventories that are not on hand is im- 
portant for another reason; it reduces the working capital require- 
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ments by increasing turnover, and as a consequence ties right 
back into the working capital budget. 


5. Monthly Profit and Loss Statement 


Of prime importance in these war days is the monthly profit and 
loss statement and it must be obtained promptly if the management 
is to receive the guidance which is so necessary, on one hand be- 
cause of the large output and on the other hand because of the 
manifold restrictions which must be lived up to including price 
ceilings, material restrictions, extra labor costs due to overtime 
premiums and work changeovers. Not only, therefore, must the 
management have the profit and loss statement promptly but it 
must be prepared in a form that will be of maximum value to the 
operating executives. The accepted or orthodox form of profit and 
loss statement used for financial and credit purposes and for re- 
porting to stockholders, does not usually meet the needs of the 
operating management. This does not imply any criticism of finan- 
cial accounting reporting procedure, because great strides have 
been made in the recent past in that important direction and the 
forms that have been accepted generally by the accounting profes- 
sion and the financial community have been found to adequately 
meet the requirements for which they are intended. But it does not 
follow necessarily that a profit and loss report that is adequate for 
financial purposes is also adequate for management purposes, any 
more than that the same shoes can with satisfaction be worn on a 
fishing trip and on the ball room floor. The profit and loss report 
for financial purposes. should show the results of the operating 
period with adequate disclosure to enable the person who reads it 
to form an opinion concerning what happened. The management 
needs all this and more too. These operating executives who are 
charged with the responsibility of operating the business profitably, 
also must know why the given results were obtained and how the 
achievements squared with expectations. A profit and loss state 
ment of the financial type which simply shows that the company 
made or lost so much, falls far short of management needs. It 
provides no guidance for discovering weak spots and correcting 
inefficiencies that may have crept in. 

To meet management needs, the monthly profit and loss state- 
ment should meet four requirements : 
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1. It must have been arrived at by costing sales at the cost fig- 
ures that were used as a basis of management thinking and 
not by valuing inventories. 

. It must show how each cost element actually varied from 
expected or planned results. 

. It must show the profit earned by doing business without be- 
ing contaminated by extraneous operations or by selling 
burden to inventories. 

. It must be brief, understandable and devoid of technical 
terms. 


An illustration of the financial form of profit and loss statement 
follows : 


Operating profit 
Other income less charges 


Compare this with the information set forth in the following 
illustration of the management type of profit and loss report: 


Cost of sales as planned 


’ Operating profit expected 


Variations from planned performance: 
Deduct : 
Excess labor cost 
Excess material cost 
Cost of inefficient plant utilization 


Add cost reduction resulting from 
excess volume 


Operating profit realized 
Other income less charges 


Net profit 
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This latter type of statement shows the executive where he 
landed and why. It points out trends and hangs out storm signals 
when danger threatens. Unless data of this sort are available, the 
management may be seriously misled with respect to operating 
results at this time when inefficient and loss-making practices may 
be covered and glossed over by gains resulting entirely from ex- 
cessive volume. Unless the monthly profit and loss statements are 
prepared in an analytical manner they may be positively mislead- 
ing to the operating management. 


SpectaAL War PROBLEMS 


Comments on some industrial accounting problems which ap- 
pear to have special significance under wartime conditions are 


presented in the following paragraphs: 


Controlling Inflation 

By the term “inflation,” I do not wish to infer that I am think- 
ing in terms of fiat money or setting up the printing press as a 
method of cheapening the currency because it is my belief that 


fears on these scores are utterly groundless and highly ridiculous. 
But there is another kind of inflation which appears quite harm- 
less on the surface and yet possesses tremendously dangerous po- 
tentialities. I refer to the danger of inflated commodity prices. 
When prices are rising, everyone is happy because the thing one 
buys today will be worth more tomorrow. That is why in the 
long years of advancing prices from the close of the great de- 
pression in 1896 until the outbreak of World War I in 1914, busi- 
ness kept on expanding and the country was prosperous. This 
prolonged advance simply represented a righting of the economic 
pendulum to offset the long and heart-breaking price recession 
which started shortly after the end of the War Between The 
States and continued almost unabated until 1896. Those years 
were “the years of the locusts” that the old folks used to talk 
about and recall with shudders. In the last great war, prices were 
allowed to follow the economic pattern unchecked by other con- 
trols and as a result the goods that could have been bought in 1896 
for 46 cents, cost $1.54 in 1920. So far so good but the end is not 
yet. By the end of 1921 these prices had dropped 45 per cent and 
many previously successful companies were no more. This was 
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followed in the early thirties by a further drop of approximately 
35 per cent with the result that the prices of these commodities 
averaged 65 cents in 1932. Although many controls have now 
been applied by the government to prices, they have been rising 
gradually although at a greatly reduced rate compared to the last 
war. All economic history shows that price deflation always follows 
advances resulting from any great economic upheaval so it is only 
logical to expect substantial price reductions at some time after the 
conclusion of hostilities. At present, inventories are usually rela- 
tively low because of the high volume of business and the scarcity 
of raw materials. But strangely enough, history shows that inven- 
tories are usually built up during the last months of a war or 
shortly after the end of it—just in time to suffer the effects of the 
succeeding drop in prices. This danger should be uppermost in 
the minds of industrial accountants. It is their duty to keep con- 
stant control of inventories both on hand and on order, and to 
keep the management thoroughly posted. Anything that can be 
done to alleviate the results of the eventual price deflation will 
pay off handsomely. 

Another kind of inflation that can creep into the inventories may 
arise from incorrect costing under high volume conditions. Burden 
rates that were acceptable under normal or prewar conditions may 
be excessively high now and unless proper allowances are made, 
the inventory when priced at these rates will be inflated. Careful 
attention must also be accorded to all other costs that enter into 
the inventory. If labor or material variance accounts show credit 
balances, costs should be reduced properly before pricing the in- 
ventory. Moreover the variance accounts standing alone may not 
provide the final answer. If, for example, the accelerated output 
had reached its peak late in the year, the vatiance gains which re- 
sulted might have been offset by losses which arose before. In this 
instance it would be necessary to adjust the costs to reflect the 
anticipated results on the current operating levels. To do otherwise 
would simply inflate the inventories. In preparing statements of 
profit and loss, variance losses should be charged directly against 
profits but if there are variance gains, profits will be credited only 
with the balance remaining after deducting the amounts tied up in 
inventories still on hand. In other words the inventory should 
always be priced at the lower of actual or standard cost. 
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Regardless of dogmatic theories which may point to the con- 
trary, I believe that it is excellent accounting and common sense to 
make the sales of each year absorb the expenses of the year to the 
greatest extent possible. Therefore inventories should be priced 
to include the cost of direct material and direct labor, plus manu- 
facturing burden only. I believe the policy sometimes used of 
splitting all expenses into the two classes of manufacturing and 
selling and then using the resulting factory burden rates in pricing 
inventories is unsound and inflationary. Under the proposed doc- 
trine, inventories would include manufacturing burden only, with 
no salaries included above that of the factory manager or superin- 
tendent. All administrative and selling expense would be excluded 
regardless of the fact that some high executives might devote much 
time to manufacturing. 

Excepting bulk goods such as coal, pig iron, lumber, grain, etc., 
I believe it good policy to charge inward transportation and hand- 
ling charges to burden and not as material costs. This removes a 
possible inflationary step if the inventories are expanding. 

In expounding these views, I am not in any way advocating in- 
ventory mark-downs or improper inventory valuations. I am, in 
fact, advocating just the opposite. By legalizing the use of the 
last-in, first-out method of valuation, Congress frankly acknowl- 
edged the time-proven fact that in times of economic instability, 
industrial inventories may become inflated under previously exist- 
ing methods of valuation, and it provided a way to level off the 
peaks and valleys. Certainly there is no logic or sense in using the 
Lifo method for valuing materials and then blithely proceed to 
inflate inventories by following labor and-burden pricing policies 
which were satisfactory under normal operating and volume con- 
ditions but which may have ben made utterly unsatisfactory be- 


cause of accelerated volume. 

A realistic policy must be adopted with respect to peacetime 
goods which may still be on hand. When the war is over, you may 
be trying to sell a product for which the demand has ceased because 
the public has forgotten it or because it has been displaced by @ 
competitive product with greater consumer appeal. All these fac- 
tors should be weighed carefully in valuing the inventory. After 
all, it must always be remembered that the inventory is worth only 
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what it can be sold for less the cost of placing it in the hands of 
the customers. 


Internal Control 


Most controllers are doing more work themselves now than in 
peacetime days and as a result have less time to supervise the 
details handled by their subordinates. Furthermore, the personnel 
handling the details is usually of a lower calibre because of turn- 
over and of expanded staffs. As a consequence, adequate internal 
control is vitally needed now. Under present-day volume condi- 
tions, the controller cannot audit everything and the only way he 
can have a reasonable assurance that the work for which he is 
held responsible is being acceptably performed is to have sound 
methods of internal control. The cardinal principle of internal 
control should always be kept in the forefront of the mind ; namely 
—no person shall be allowed to handle a complete cycle of work. 
This is fundamental and the controller who disobeys it is inviting 
trouble. 

If you, Mr. Controller, who may chance to read this Bulletin 
have not checked up on your internal control lately, my advice 
is that you list that as the first job to start on in the morning. 
Not only should you satisfy yourself that you have the best pos- 
sible internal control methods available in the circumstances. You 
should also make periodic audits of the internal control to see that 
all employees are following the program determined upon. It is 
surprising how quickly safeguards are allowed to lapse if periodic 
check-ups are not made. Certainly there is little advantage in mak- 
ing scrupulous internal audits of cash on hand at regular intervals 
and permitting the internal control, which is usually vastly more 
important, to slide along without attention. 


Abnormal Direct Labor Costs 


Two elements of abnormal direct labor costs are encountered 
these days. First is the premium paid for overtime. Formerly 
when overtime premiums were something of a semi-novelty and 
arose only at infrequent intervals, it was customary to charge 
them to burden as a penalty for not being able to handle the work 
within the established working hours. Now, however, overtime 
premiums must be paid for all work performed in excess of 40 
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hours a week and as a result of the war program overtime has la 
become quite the normal condition. Here is another situation pr 
which calls for revised thinking to meet revised conditions. It of 
seems, therefore, that a realistic handling of the situation would bu 
have the overtime premiums follow the payroll, that is, premiums stt 
paid on any class of indirect work would be charged with the th 
regular time wages to the appropriate burden accounts. Likewise we 
premiums paid to direct workers would be treated as direct labor tic 
and charged to the appropriate direct labor accounts. If a stand- kn 
ard cost system is in use, the total direct labor payroll, including thi 
the overtime premiums on direct labor, would be charged to the ho 
labor variance account. wh 
The second element has to do with wage increases or other of 
added labor costs which the company has to absorb because of wo 
fixed celings on selling prices. The question is whether these of 
added costs should find their way into cost of sales or be charged pos 
to the cost variance accounts. My opinion is that they should be ten 
charged to the cost variance accounts. Thus the cost of sales fac 
accounts would reflect the costs that existed before the selling mu 
prices were frozen, while the cost variance accounts would show jec’ 
the costs that have been added since and which must be borne not 
by the firm. In this way the management is kept informed on the wh 
situation so that appropriate remedial action can be taken when pro 
and if possible. and 
con 
Normal Burden Rates tho: 
It is not too early to get down to the serious business of trying Con 
to determine upon fair normal burden rates to use under post-war 
volume conditions, for the very practical reason that no man knows E 
the day the war will end, but every man knows that that day will pric 
bring problems. Not the least of these problems will be that of resu 
deciding upon the prices to use in once again marketing the peace- deal 
time products. Perhaps the pre-war prices will be no good be- im ¢ 
cause of the substantially higher commodity price levels that busi 
will probably exist at the end of the war. On the other hand Succ 
the consumer demand for your particular products may be s0 Pric 
much greater than in the pre-war days that the added volume will D 
enable a reduction in burden costs sufficient to offset much of appr 
War, 





the material and labor cost advances, but these are mere spect- 
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lations. In any event, so many elements will have changed that 
prudence will require that steps be taken in advance of the day 
of necessity, to set up tentative proposed post-war operating 
budgets with the resulting burden rates. Obviously the first 
stumbling block in this procedure is that of determining upon 
the hours of operation. To me, it seems logical to base the post- 
war budget on the assumption that the plant will operate at prac- 
tical capacity for one shift of 40 hours each week. With the 
knowledge of mass production methods and efficiency learned in 
this war a lot of goods can be turned out in most plants in 40 
hours. In any event this would seem to be a good base from 
which to start. Then the problem would involve a determination 
of the products that would have to be produced to maintain this 
working schedule, together with a consideration of the possibilities 
of selling them. If the sales problem offers concern, then the 
possibility of making other products should be given serious at- 
tention. Certainly, we are going to have to operate our productive 
facilities at practical capacity for 40 hours each week as a mini- 
mum, if we are to achieve our generally announced post-war ob- 
jective of providing a job for every man who wants one. We can- 
not do that by limiting output. And the only practical way in 
which the individual company can determine the effect of this 
program on his particular situation, is to set up this budget now 
and begin planning for the day of demobilization, because it will 
come upon us with the suddenness of a thief in the night and 
those who are not caught napping will be the ones to profit. 


Conclusion 


Elsewhere in this article I mentioned briefly the importance of 
price control and stability in our national economy and as a 
result in the inventory of every manufacturer, wholesaler, jobber, 
dealer, and retailer. In closing, additional emphasis seems to be 
in order, because whether or not some companies continue in 
business in the post-war world will depend directly upon the 
Success that attends the government’s laudable efforts to stabilize 
prices. 

During the first two years of World War I, prices advanced 
approximately 26 per cent and in the first two years of the present 
war, they advanced approximately 20 per cent. The advance in 
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each instance was quite comparable. The law of supply and 
demand was working unhampered. Then with the beginning of 
the third year of this war, a start was made in the direction of 
controlling prices, so let’s see what the record shows. We find 
that in the third year of the last war prices advanced 37 per cent, 
and this on top of the 26 per cent advance which had occurred 
in the previous two years. The inflationary tornado was really 
beginning to generate steam. But the third year of this war 
showed a price advance of only approximately 11 per cent. The 
price controls were taking hold. These advancing prices in war 
time, do not mean prosperity as so many persons seem to believe. 
Instead, they simply represent deferred but sure sentences of bank- 
ruptcy for those who happen to be caught in the vortex of the 
storm. That drastic and sudden deflation will surely follow rapid 
price inflation, can be predicted with assurance. Following the 
War of 1812, prices dropped 34 per cent in 1815; following the 
Civil War they dropped 29 per cent in 1865 ; and following World 
War I prices dropped 45 per cent in 1920. Just think what sud- 
den deflation of this magnitude would do to your inventory and 


then ask yourself if the inconveniences that arise under a policy 
of drastic price freezing are not warranted ? 














EDITORIAL DEPARTMENT NOTE 


In spite of a record attendance at the technical sessions of the 
Annual Cost Conference in Boston, less than one-twelfth of the 
members of N. A. C. A. were able to listen to the outstanding and 
timely addresses given there. Editing, proofreading, and manufac- 
turing a Year Book in the number of copies required by N. A. C. A.’s 
expanded membership takes time. To bring to those members who 
were unable to attend the Conference, the papers of most current 
interest with a minimum of delay, they are being published in the 
Bulletin in advance of Year Book issuance. The two papers selected 
for advance publication deal with matters of such pressing current 
interest as to merit the careful reading of every member. Both 
contract terminations and the preparation of plans for the post-war 
period are matters on which the accountant can make important 
contributions; both present problems which merit his current atten- 
tion and study. 

Eric A, Camman, author of our first article, is well known to 
N. A. C. A. members throughout the country. A charter member 
and Past President of the Association, Mr. Camman is also a mem- 
ber of the American Institute of Accountants, the American Account- 
ing Association and the New York State Society of C. P. A.’s. In 
addition to numerous articles on cost accounting and related subjects 
he is the author of Basic Standard Costs published by the American 
Institute Publishing Company. A Partner of Peat, Marwick, Mitchell 
& Company of New York, Mr. Camman has, since February, 1941, 
been serving as part-time consultant with the Accounting Advisory 
Branch of the WPB, which was instrumental in the issuance of the 
“Green Book,” with which cost accountants engaged in government 
contract production are so familiar. 

The author of our second paper, Leo M. Cherne is Executive 
Secretary of the Research Institute of America, in charge of all 
research and editorial work in that organization. Trained in journ- 
alism and economics at New York University and in law at the 
New York Law School, he practiced law for a time before joining 
the Research Institute in 1934. He is the author of several books 
and articles including Your Business Goes to War, and also serves 
as a commentator on the radio program “Impact” on the Mutual 
chain. In addition to his other. activities, Mr. Cherne finds time to 
appear as Lecturer on the regular staffs of the Army Industrial Col- 
lege, the Georgetown University School of Foreign Service, and 
the U. S. Military Academy at West Point. 





Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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WAR CONTRACT TERMINATION 


By Eric A. Camman, Partner, 
Peat, Marwick, Mitchell & Co., New York, N. Y. 


HE SUBJECT of war contract termination, particularly look- 

ing forward to the day which we all fervently hope, and many 
confidently expect, is not very far off, when the war will be won 
and we shall have to enter upon the general cancellation of war 
contracts and the conversion to peacetime production, is a subject 
of first importance today on the home front, affecting the welfare 
of our economy under the many necessary post-war adjustments. 
In the eighteen months since Pearl Harbor we have passed through 
the first stage of negotiation of war contracts, when all the empha- 
sis was upon conversion to war production, when contracts were 
let by negotiation with prime consideration for speed and effective- 
ness in output, to meet the urgent requirements of our armed 
forces and those of our allies at any cost, with secondary concern 
for the niceties of price determination. That program is now 
happily coming into fulfillment. Then just about a year ago 
began a second phase in the administration of war contracts, with 
the advent of the principle of renegotiation for price control and 
the prevention of undue profits. Today, as we meet again to dis- 
cuss the many pressing problems of accounting in wartime, we 
face another phase, contemplating the termination of war con- 
tracts and the problems involved in the satisfactory and expedi- 
tious settlement of contractors’ claims. The size of the task and 
the difficulties to be overcome are in some ways not less than those 
entailed in renegotiation with, in addition, the imperatively urgent 
requirement that means must be found to pay contractors their 
rightful claims without delay, or in some other way to restore to 
them the necessary working capital with which to carry on. 


Magnitude of the Problem 


Comparison with the conditions after the last war is not of 
much help. Not only is this a bigger war, but we never got very 
far into war production in the previous one by the time it ended. 
The situation is very different now with the major part of the 
productive capacity of our country devoted to war production. 
Let us take a moment, however, to look back upon the record 
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and see what the situation was when contracts were terminated 
in the last war, if only to outline sharply in perspective the scope 
of the problem of contract termination as we face it today. 

According to an historical study, prepared by the Bureau of 
Labor Statistics,4 at the time of the armistice in World War I 
the War Department had outstanding more than 24,000 contracts 
calling for production valued at more than 7.5 billion dollars. 
Contrast these figures with the corresponding ones today. I have 
no reliable information as to the total number of contracts which 
have been let or the aggregate of their amounts. Mention is made 
in the recent report of the Truman Committee? of the number of 
85,000 or more separate contractors estimated to be subject to 
the provisions of the renegotiation law. As most contractors will 
have more than one contract, and some of them a great many, 
it is apparent that the number of contracts may well run into the 
millions. As for the total amount involved, a conjecture may be 
drawn from the recent statement by Mr. Donald Nelson con- 
templating expenditures in 1943 to run well over one hundred 
billion dollars. 

It will be evident from this brief comparison that in magnitude 
of numbers, volume, and values the scope of the problems and 
the administrative difficulties of contract terminations and settle- 
ments this time will be twentyfold what they were in November 
1918. It should also be obvious from these dimensions that unless 
we have the foresight and the wisdom to devise suitable adminis- 
trative machinery to pay out contractors quickly and avoid undue 
delays in settlements, industry will face a trying period of un- 
certainty and insufficiency of working capital, the consequences 
of which can be very serious. 

In order to avoid delays in settlements with their inevitable con- 
sequences, two things are essential, namely, (1) there must be a 
clearly stated general basis for determining the amount to be 
paid, and (2) substantial payments to contractors on account of 
their claims must be made promptly. 


* Historical Study No. 57, United States Department of Labor, Bureau 
of Labor Statistics, Termination of Ordnance Contracts 1918—January 1943. 


* Additional Report of the Truman Committee, Renegotiation of War 
Contracts, Supplement to Daily Tax and Finance Report No. 62—March 
30, 1943. 
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Formulation of a Uniform Termination Clause 


Progress has already been made on the first of these essentials. 
Some time ago the Procurement Policy Division of the War 
Production Board set up a subcommittee with representatives of 
the War and Navy Departments, the Maritime Commission, the 
Procurement Division of the Treasury Department and the War 
Production Board, and began to work upon the formulation of 
a uniform termination clause suitable for incorporation, by ref- 
erence, in all war contracts. The objectives were to eliminate 
the uncertainties of contractors as to the treatment of their con- 
tracts upon cancellation, and to speed up and simplify the settle- 
ment of terminated contracts so as to facilitate the return to 
peacetime production and employment. This committee is com- 
posed of able men who have worked earnestly and conscientiously 
to frame a document that will enable the realization of these 
objectives, and they have had the assistance of many others, in- 
cluding contractors prominently engaged in war production who 
have contributed advice based on their experience and judgment. 

The draft text of this uniform termination article is now in 
process of revision and the final text is not completed, although 
I understand it is well along toward its ultimate form. Inasmuch 
as the revision is not available I can give you only an outline of 
the contents of the article and touch upon several of the salient 
points which are of interest and which are pertinent to our pres- 
ent discussion. Even this presentation is subject to the reserva- 
tion that changes are being made which will alter some of the 
provisions. ° 


Provisions of the Draft Clause 


The article is divided into fourteen sections and is composed 
of seventy-four paragraphs setting down in logical order the 
various provisions under these sectional captions. 

Section (a) deals with the power of the government to ter- 
minate the contract and the giving of the discontinuance notice. 

Section (b) provides for the completion of a portion of the 
contract in the event that only part of a contract is terminated, 
and for an adjustment in price or delivery schedule if such adjust- 
ments are warranted, by modification of the original contract in 
writing. 
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Section (c) describes the action required to be taken by the 
contractor upon receipt of a discontinuance notice which, briefly 
summarized, calls for the stopping of all work on the contract 
and subcontracts, and taking such steps as may be directed by the 
contracting officer to preserve the property and rights of the 
government. 

Section (d) provides for the transfer of title to the government 
of all property which is to be turned over by the contractor under 
the terminated contract, and for the sale or retention of property 
by the contractor under the direction of the contracting officer. 

Section (e) provides for payments for products completed 
under the terminated contract for which payment has not already 
been made. 


Basis for Compensation 

Section (f) outlines the general principle which is to be ob- 
served as the basis for compensation. The gist of it is that the 
contractor shall receive fair, full, and reasonable compensation 
for the work performed and supplies and articles furnished under 


the terminated contract, and for the costs and commitments prop- 
erly allocable thereto, and for a proper allowance for profit. 

Then there are provided in this section two methods by which 
the amount representing such fair compensation to contractor 
may be determined. These methods are: (1) by agreement, and 
(2) by formula. 

In essence, method (1), by agreement, simply says that when 
the contractor and the contracting officer agree on the amount of 
the claim, an immediate settlement is reached. This desir- 
able consummation is made dependent, however, upon such regu- 
lations or instructions as may be prescribed by the head of the 
department governing the terms upon which the contracting offi- 
cer will be authorized to enter into settlement by agreement. 

Method (2), by formula, is the alternative method to be fol- 
lowed if the method “by agreement” can not be consummated 
within ninety days from the discontinuance of the contract. In 
that event the amount of the fair compensation to the contractor 
shall be computed by formula, the essence of which is that the 
amount shall be the sum of : 
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. The total costs for the entire contract (determined in 
accordance with section (g) ) 

. An allowance for profit (fixed in accordance with section 
(h)), and 

. The expenses of settlement and discontinuance (allowable 
in accordance with section (i) ). 


When payments are made this sum is subject to deductions for 
payments already made for completed products and for the pro- 
ceeds of sales or retention of government property. 

Section (g) deals with the computation of costs and section 
(h) prescribes the means of deriving the allowance for profit. 
These two sections are of cardinal interest, but let us proceed 
first to enumerate the remaining sections and then return for a 
more detailed discussion of them. 

Section (i) provides for the allowance of discontinuance and 
settlement expenses in such amount as the contracting officer and 
the contractor may agree upon for costs incurred after termina- 
tion in reducing losses and in protecting, moving, and storing gov- 
ernment property, as well as any other appropriate extra-contract 
expenses, including a reasonable amount for accounting, legal, 
and clerical expenses. 


Provisions for Payment 


Section (j) outlines the provisions for payments. It stipulates 
that the maximum amount payable (excluding post termination 
settlement expenses) shall not exceed the total contract price 
applicable to the terminated part of the contract. It also pro- 
vides for making deductions for any advance payments and pay- 
ments for completed products, for defective product, and for the 
proceeds of sales, and for the amount of any claim which the 
government may have against the contractor in connection with 
the contract. The balance of the amount payable is first to be 
applied on account of any assignments which may have been 
made by the contractor, and next to the payment of amounts due 
to subcontractors, if the subcontractors elect by written notice to 
the contracting officer to receive from the government payment of 
amounts due them. 
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There is also included in this section a paragraph indicating that 
payments are to be made as promptly as possible, and that partial 
payments shall be made from time to time as rapidly as such pay- 
ments are determined by the contracting officer to be within the 
amounts due, or on account of partial settlements approved by 
the contracting officer. 

Section (k) deals with the reservation of certain rights. 

Section (1) deals with the handling of disputes. In essence, 
this section provides that any disputes shall be decided by the con- 
tracting officer, who shall reduce his decision to writing. Within 
30 days the contractor may appeal in writing to the head of the 
department concerned, whose written decision thereafter shall be 
final and conclusive. 

Section (m) deals with the application of the termination 
article, an important provision hereunder being that at the end 
of the war if the contractor is then in default the government 
shall use the method of termination provided by the termination 
article rather than terminating for default, unless the contracting 
officer shall find that the defaults of the contractor have been 
gross and willful. 

Lastly, section (n) provides that termination of one contract 
may be made in connection with similar settlements in respect of 
other contracts containing similar termination provisions. 


The Formula Provision 


Now let us return to a necessarily brief consideration of some 
of the more important provisions which I have rather sketchily 
outlined, firstly, the provision for the determination of the amount 
of the claim by formula. In the present draft the only alternative 
to the method of settlement by agreement is the use of the men- 
tioned formula. This formula, I believe, will not be acceptable 
to many contractors, particularly those who maintain good cost 
accounting systems and go to considerable pains to keep reliable 
records on war contracts. The application of the formula upsets 
the contract price and substitutes the uncertainties of a redeter- 
mination of price for the entire part of the contract which has 
been cancelled, including products which have already been deliv- 
ered. Although the percentage stipulated to be used in applying 
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the formula is intended to represent the expected rate of profit 
at the time the contract was signed, there is another paragraph 
in section (h) on how the allowance for profit is to be computed 
which invalidates, or at best makes uncertain, that stipulated rate, 
because it provides that if it shall appear to the contracting offi- 
cer from clear and convincing evidence that the contractor would 
have earned a different rate of profit had the contract been com- 
pleted, then the contracting officer may substitute that different 
rate of profit. This leaves the whole process of determining the 
allowable profit a wide-open question. The formula was adopted 
in order to overcome the difficulties in many cases of making a 
reliable segregation of costs between the completed and uncom- 
pleted portions of the contract. When the situation is such that 
the accounts of the contractor will not afford such segregation 
there is probably no alternative but to use a formula of this kind. 
However, in the cases in which reliable cost figures are available 
it does not seem appropriate or fair to ignore this information 
and resort instead to a formula which inevitably introduces diff- 
culties and uncertainties of its own. 

For this reason it would be desirable, in my opinion, to intro- 
duce another paragraph providing that in cases where the accounts 
afford reliable cost data the cost of the uncompleted portion of 
the contract shall be determined by subtracting from the total 
costs applicable to the terminated contract the cost of completed 
deliveries which have been made. The introduction of this para- 
graph would relegate the present formula to third place, as the 
last alternative is to be used only when no better -method is 
available. 


The Computation of Costs 


Section (g), dealing with the computation of costs, provides 
that the allowance or allocation of costs shall be determined by 
the contracting officer. It further says that the contracting off- 
cer shall follow recognized accounting practices and that he shall 
allow the costs incurred properly pertinent to the contract which 
are reasonable in amount and which shall include a proper pro- 
portion of indirect expenses and overhead. Then there are a num- 
ber of paragraphs enumerating (but without limitation) these 
items of cost: 
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(ii) 






























(iii) 
(iv) 


(v) 
(vi) 


(vii) 


(viii) 


(ix) 


(i) The cost of completed supplies delivered. 


The cost of partly completed supplies, work in proc- 
ess, parts and materials, including tooling materials, 
perishable tools and other supplies, and plans, draw- 
ings and information. 

Amounts paid in settlement of subcontracts, subject 
to certain limitations. 

Amounts paid in accordance with the final judgment 
of a court of competent jurisdiction for subcontract 
termination liability. 

Research and experimental costs. 

Costs for engineering, development, and tooling, such 
as jigs, dies, patterns, etc., but excluding machine tools 
and other machinery. 

Costs of leaseholds and amortization of improvements 
to leaseholds for the performance of the contract, but 
limited to a period not extending beyond the period 
estimated to be necessary for the complete perfor- 
mance of the contract. 

A reasonable allowance for depreciation, which may 
take into account obsolescence and such other factors 
as are ordinarily given consideration in determining 
depreciation rates, but not including the amortization 
allowed under Section 124 of the Internal Revenue 
Code for facilities covered by necessity certificates. It 
is further stipulated that there may be no special re- 
imbursement over and above depreciation for the cost 
of facilities because of loss of useful life with the 
termination of the contract. 


This last stipulation, however, I am informed, has been lifted 
and changed, and perhaps I should repeat, to remind you, that all 
that I have said by way of description of the contents of these 
sections is subject to the revisions which are currently being made 
in the draft text. 


Lastly, it is stipulated that there shall be no allowance 
for any cost of conversion of the contractor’s facili- 
ties for uses other than the performance of the con- 
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tract upon the termination thereof. This provision rules 
out the costs of reconversion. 


Section (h) outlines the manner of computing the allowance 
for profit. It first says that the allowance shall be computed at 
kee che %, meaning presumably the rate of profit contemplated 
when the contract was signed, applied to the total costs of the 
terminated contract, exclusive, however, of : 


a. Materials and parts in inventory. 
b. Settlements and judgments relative to subcontracts. 


Then, as previously mentioned, the section provides that if a 
different rate of profit shall be clearly evidenced, that rate of 
profit may be used. It follows that if no profit is clearly evi- 
denced the contractor will not be bailed out and can only recover 
cost. It also follows that if a loss is evidenced the contractor 
nevertheless will be made whole for his costs on the uncompleted 
portion of the contract. All of the allowed profit of course re- 
mains subject to the provisions of the Renegotiation Act. 


RECOMMENDATIONS AND SUGGESTIONS 


It will be apparent from the foregoing résumé of the scope 
and contents of the proposed uniform termination article that 
there are many aspects and important considerations to be pre- 
sented, as well as problems to be solved, more than can be dis- 
cussed adequately at one sitting. It is no wonder that it took 
many months of painstaking work and discussion to bring the 
draft to its present stage of development. Perhaps the way for 
me to utilize to the best advantage the time that remains for these 
remarks will be to summarize by making a number of recom- 
mendations and suggestions for thought and action along indi- 
cated lines, toward the accomplishment of the objectives which 
surely all of us wish to see attained. For the sake of clarity these 
recommendations and suggestions are grouped under three head- 
ings, namely, (1) those aimed at improvement in the proposed 
uniform termination article, (2) provisions probably requiring 
legislation, and (3) things for you to do and think about. 
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Suggestions Regarding Termination Article 


My first impression on reading the early draft of the proposed 
termination article was that it was too long, too complicated, and 
too difficult to understand. After several readings of the draft, 
however, and upon reflection and discussion with others, this view 
has been completely changed and I am now of the opinion that the 
article is not too long to cover the necessary area and that it is no 
more complicated than is required to match the complexities of 
the subject, although some of the wording can be simplified. I 
think the men on the committee and those who worked with them 
in developing the document to this advanced stage deserve our 
compliments and appreciation for what has been accomplished 
thus far and our co-operation in perfecting it. As was indicated 
earlier, the widespread adoption of a uniform termination article 
along these lines is an important if not essential prerequisite to 
speedy settlements. 

I have submitted the following suggestions to the committee 
for consideration, relative to the draft article: 


1. Remove all restrictions and exclusions from the enumeration 
of items of cost in section (g), such as the exclusion of machine 
tools and other machinery, the limitation of time upon leaseholds 
and leasehold improvements, the exclusion of amortization and 
special reimbursement for facilities, and the exclusion of recon- 
version costs. Such eliminations of restrictions can be made 
without impairing the document, leaving the determination of 
allowable items of cost to administration and interpretation of 
current laws. If these restrictions are not removed the article 
will not be acceptable to many contractors for incorporation by 
reference in many thousands of existing contracts, and unless the 
uniform termination article is widely, if not universally, adopted 
its usefulness will be limited. 

2. Remove the limitation on subcontractors’ claims contained in 
section (g)(iii) and (g)(iv). Such limitations would require 
the introduction of similar ones by contractors in all their deal- 
ings with subcontractors and suppliers, and such introduction 
would meet with extensive objection. It would hinder procure- 
ment. The retention of these limitations would again operate to 
deter contractors from adopting the uniform clause. It would 
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seem sufficient to rely upon the contracting officer’s approval of 
settlements with subcontractors. 

3. Make the formula in section (f)(2) the last alternative, to 
be adopted when the accounts and records of the contractor do 
not afford a reliable segregation between the costs of completed 
and uncompleted portions of the terminated contract. Introduce 
a provision that when reliable cost data are available the cost of 
the uncompleted portion of the contract is to be determined by 
subtracting from the total costs applicable thereto the cost of 
completed deliveries. 

4. Remove the exclusion under section (h) of inventories of 
parts and materials in the hands of the contractor and amounts 
paid by him in settlement of subcontracts from the cost base to 
which the percentage of allowable profit is to be applied. Such 
exclusion will not be acceptable to many contractors. When the 
contract is signed the rate of profit contemplated is related to a 
base which includes the cost of materials and parts, and it is 
not right to use another base when a contract is terminated which 
will operate to deprive the contractor of some of his earned profit. 
The contractor’s earned profit is not limited to and dependent 
upon his own fabrication alone. Much of his contribution for 
which he is to be compensated by a reasonable profit is made long 
before and independently of his processes of fabrication, by way 
of invention, engineering, planning, and procurement. If the 
contractor’s rate of profit were to be measured only by his own 
addition of labor and overhead the percentage of rightful return 
would have to be very much higher than any now recognized. 

5. Throughout the provisions of the article the power of ap- 
proval and decision is vested in the contracting officer. Such 
power and approval are appropriate and necessary if the con- 
tracting officer is to act as the agent of the government in effect- 
ing settlements, but it is desirable that it should be expressly 
stated that these approvals and decisions by the contracting offi- 
cer when agreed to by the contractor shall be binding and conclu- 
sive upon all parties so that a settlement once reached is in fact 
a settlement. 

6. Provide in section (1), dealing with the handling of dis- 
putes, for the right of the contractor to appeal to such other agency 
of the government as may be set up to deal with disputes and 
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for the right of the contractor to appeal to the courts. At the 
present time the only appeal provided for is to the head of the 
department of the contracting officer, which actually is only a 
limited right to appeal to an interested party. An appeal by the 
contractor to be really effective should be made to an impartial 
and independent agency. 

7. The power of settlement by agreement provided in section 
(f)(1) is restricted to such regulations or instructions as may 
be prescribed by the head of the department. This leaves the 
provision for settlement by agreement wholly inconclusive and 
dependent upon regulations to be framed at some future time. 
This restriction should be removed. 


Legislation 

Several steps appear to be desirable in the interest of expedi- 
tious and fair settlement of claims under terminated contracts 
for which it is impracticable to provide in the uniform termina- 


tion article and for which legislation may be required. Among 
these are the following: 


8. Set up the procedure for making mandatory prompt pay- 
ments, say, of a substantial amount within 30 days of the filing 
of a claim, and not dependent upon protracted deliberation and 
adjudication of debatable items. Perhaps a sworn form of claim 
like an income tax return can be devised which is subject to later 
audit and adjudication of debatable points, but on the basis of 
which a substantial amount, say 75 per cent of a claim may be 
paid to the contractor without delay. If necessary, provide for 
partial payments. 

g. Provide for the reimbursement of informal contracts. In 
the last war much confusion and delay resulted because of numer- 
ous cases in which for one reason or another a contractor did not 
have a valid contract. The Dent Act was required to enable such 
claims to be paid. At the present time there are still cases in 
which contractors are going ahead with manufacture under let- 
ters of intent and without formally signed contracts. 

10. Provide for payment by the government, to be a part of 
extra-coniract settlement costs, of employment separation wage 
allowances as a means of facilitating post-war adjustment of in- 
dustry and resumption of peacetime employment. 
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11. Provide for the allowance, as a proper item, of the costs 
of reconversion of war facilities to peacetime production. The 
need for such provisions is widely recognized by industry, but 
is as yet not accepted for tax purposes or for renegotiation. The 
recommendation for immediate provision in federal tax laws for 
the establishment of post-war conversion reserves, limited to use 
within a short period atter termination of war contracts, was in- 
cluded in the report of the National Resources Planning Board 
on Recommendations for Post-War Economy transmitted to 
Congress by the President a few months ago. It is obvious that 
in principle the costs of reconverting facilities to peacetime use 
are as much a part of the cost of performance of war contracts 
as were the costs of the initial conversion to war production, which 
are admissible. The only question about reconversion costs is 
the calculation of their amount and that question does not warrant 
their arbitrary exclusion. 

12. Provide for a separate governmental agency independent 
of the procurement departments to decide disputes between con- 
tracting officers and contractors on items which can not be re- 
solved and agreed upon within 90 days of the filing of a claim. 


Things To Do and Think About 


In conclusion I have the following suggestions to offer on things 
for you to do and think about with respect to this very important 
subject : 


13. Seé to it that your accounts and records are in such shape 
that you can prepare and file a proper claim within 30 days from 
receipt of notice of discontinuance of a contract. Obviously pay- 
ments to contractors can not be made until a claim is properly 
presented. It follows, therefore, that the promptness with which 
a contractor can be paid depends in the first instance upon the 
promptness with which he can file an authentic claim. 

14. Foresee and provide for the expeditious obtaining of sub- 
contractors’ claims. Much can be done by planning in advance 
forms and orderly procedure for getting from subcontractors the 
information necessary to support the inclusion of their settlement 
claims in that of the prime contractor. 

15. Foresee and provide forms and procedures for inventorying 


1313 











N. A.C. A. Bulletin 





July 15, 1943 














and for the protection of government property, title to which may 

































be transferred when a contract is terminated. w 

16. Form industrial committees to consider the problems of ti 
contract termination and settlement procedures. Such commit- “ 
tees are already being formed. You have all seen the statement ac 
in the newspapers recently of the formation of a representative pl 
committee announced by Alvan Macauley, President of the Auto- pl 
motive Council for War Production. Mr. Macauley said that by 


this committee, composed of representatives from ten or more 
leading companies in the automotive industry, will begin immedi- 
ately the study of all aspects of the contract termination problem 
and will work out procedures with government agencies. Obvi- 
ously 85,000 contractors can not deal effectively with government 
agencies in the formulation of plans, but representative commit- 
tees can and their efforts should result in constructive contribu- 
tions to the common cause. I 


17. You might give some thought to, and perhaps discuss with 


your bankers, the possibilities that may lie in a streamlined V-loan - 
procedure for making working capital promptly available pend- o 
ing settlement of contract termination claims. In most cases it by 
is likely that advances could be made in substantial amounts, say, he 
up to 75 per cent of a claim, with adequate margin to cover pos- 

sible disallowances. In the last war, even in an outstanding case, A 


that of the claim of the duPont Company for $25,000,000, which 
took 2% years to settle, a severe disallowance was within 25 per y‘ 
cent. Incidentally, as a matter of interest in that case, one of 


the items in dispute was an amount for dismissal wage and salary a 
payments (which came to be called “farewell bonuses”) part of - 
which eventually was allowed. ’ 


18. Lastly, you might think about the problem of auditing all 
the contract termination claims. Obviously such claims must be ct 
properly audited. The problem of how to meet the requirements 
adequately when the time comes is now receiving the earnest 


consideration of the accounting profession and of government a 
agencies. For your part, you who are responsible for the ac- it 
counts of your companies should also take this problem into con- ty 
sideration and see to it that the records and the measures of of 
internal check are such as to facilitate audit. th 
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Now I have come to the termination of my own contract, which 
was an undertaking to try to present to you in a short space of 
time a brief review of some of the prominent aspects of war 
contract termination problems. If I have been successful only 
so far as to make clear to you the gravity and scope of these 
problems, so that you will go home and think about them and 
plan to meet them, my.claim for settlement will be amply paid 
by the results of your constructive efforts. 


PREPARATION FOR POST-WAR PROGRESS 


By Leo M. Cherne, Executive Secretary, 
Research Institute of America, New York, N. Y. 


I THINK we could hardly have been greeted by more appro- 

priate weather for discussions of post-war programs; as a 
matter of fact, I wish that I could sincerely say that my anticipa- 
tion of the atmosphere of the post-war period were characterized 
by this morning’s weather. If I should say that, I would be dis- 
honest. 

I do want, in this rather brief period of time, to paint as honest 
a picture as can be portrayed today, and also to indicate some of 
the imperatives that affect your own adjustment, the planning for 
your own individual enterprises. We have a habit—one of the 
characteristic American habits—of viewing almost everything 
with either unbridled optimism or unbridled pessimism, and it is 
not infrequent that both occur at the same time. 

The balance of our period at war is one that, in the mind of 
the average American today, is characterized by undiluted optim- 
ism. I think we will have occasion within the next few months to 
check some of that optimism—to modify it. The first half of 
1943 has witnessed a significant and portentous shift in the theatre 
of war. The United Nations are no longer on the defensive. The 
momentum of attack is gaining literally by the hour, and when 
it finally develops, it will be an impressive change from these last 
two years of war. It is very likely that the European partners 
of the Axis will meet their Waterloo sometime in 1944. As for 
the Pacific war, it is anyone’s guess, but it. will probably take no 
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less than one year more, perhaps even as much as two and a half 
or three years before the United Nations gain a full victory—a 
complete victory—in the Orient after the European war is ended. 
I am hazarding those guesses so that we know that we have some 
time base in which to make estimates for post-war adjustments. 
Now, let us look at the production time table. 


The Production Prospects 


Regardless of the duration of the war itself, the procurement 
programs of both the War and Navy Departments will have been 
cut substantially on many, if not all, of the capital munitions 
articles. We are too ready to assume either that this curtailment 
is synonymous with immediate victory or that curtailment is auto- 
matically followed by immediate conversion to peacetime produc- 
tion. Neither of these two common assumptions is true. The 
nature of a munition program is such that heavy munitions, the 
standing articles of war, the tanks, the trucks, the anti-aircraft 
guns, are produced in ever-increasing quantity until the necessary 
standing complement has been achieved. When that occurs, the 
demands for replacement, repairs, loss, and destruction are no- 
where near as great as the initial program. We are now within 
months of approaching the termination of the first phase. But 
the end of that first phase is not peace. Nor is it heralded by a 
sudden availability of the raw materials such as would enable 
the resumption of peacetime manufacture. The basic materials 
will continue to be scarce—they will continue to be poured into 
munitions of different character, into construction and reoccupa- 
tion equipment, into landing bases, into water mains, into power 
plants, into the necessary essentials of economic and military 
reoccupation. Our basic raw materials, our basic goods, will be 
turned into constructive military purposes, rather than into mor- 
tars or machine guns. 

In the light of these coming events, post-war planning becomes 
an extremely serious affair for business. And an immediately 
serious affair! It ceases to be a political appeasement game de- 
signed to reconcile public opinion to the hardships of war by 
pledging the promised land after V-Day. The time has passed 
when after-dinner speakers could use this topic as a means of let- 
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ting their imagination roam unbridled and of orating on generali- 
ties instead of cracking the hard nut of reality. 


Need for Sustained Production 


Responsible businessmen realize that on V-Day the armed 
forces will have fulfilled their promise to rid the world of the 
Axis menace. From that day on, it will be up to business to usher 
in a period of sustained economic production at a level providing 
full employment and to maintain this pace even after the transi- 
tion to a full peace economy. Unless this task is accomplished— 
and it is by no means an easy job—economic and political unrest 
are sure to emerge from the chaos of a post-war depression. 
Recent instances of that have occurred, as a matter of fact, in 
southern California, in Beaumont, Texas, and more recently and 
most tragically in Detroit. These are harbingers of what may 
yet fill one community after another in America, if the tensions 
that are already existing are aggravated by economic dislocation. 
It is, as a matter of fact, amazing that what occurred in Detroit 
took place in an atmosphere of full employment. Magnify this 
incident, strengthen the hands of those who created the apparently 
spontaneous demonstrations, strengthen those hands by economic 
unrest, by unemployment, and the seats of the mighty in our free 
enterprise system will shake. The high stakes for which Ameri- 
can business will be playing after the war are fully realized by 
its leaders. 

Mr. Eric Johnston, the re-elected President of the U. S. Cham- 
ber of Commerce, has expressed this new philosophy of business 
succinctly in these words: “The new capitalism, as I prefer to 
call it, is shedding the last traces of its nostalgic memory of un- 
bridled individualism. It acknowledges that the severe economic 
and social dislocations accompanying war and depression during 
the last quarter of a century have caused Government to assume 
responsibilities which necessarily tend to burden and hamper the 
capitalistic mechanism. Such new functions as are justified in 
the public interest will require extra effort by private enterprise.” 


Providing Full Employment 

To provide full employment is no easy task. Fifty-two million 
people are now gainfully employed, in addition to the more than 
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10 millions in the armed forces. No less than 20 millions are 
engaged in war production. While it is reasonable to expect 
that between 5 and 6 million people now gainfully employed will 
retire voluntarily from the labor market after V-Day, this will 
nevertheless leave us with about 56 millions for whom employ- 
ment opportunities will have to be provided. To create these 
employment opportunities is to create automatically a market in 
which to dispose of the products and services supplied by these 
56 millions. Every producer is a consumer. Let us never forget 
this economic truism. Consumers who have no means of income 
because of unemployment are not only a drain on the economy; 
they are also the cause for a shift in demand and a decline in the 
volume of production below the level of profitable utilization of 
capacity. 

Full employment is, therefore, synonymous with a ready-made 
market which equals capacity or near capacity production result- 
ing in profitable operations of private enterprise. There has been 
a great deal of talk about the size of the national income necessary 
to insure full employment and full capacity output. Reduced to 
its basic components the formula reads: 


Approximately 135 billions — 56 millions gainfully employed = 
full employment — full capacity production a new era of an 
expanding free enterprise economy. 

An appealing picture, but there are two major flaws in this 
otherwise very appealing equation. One flaw is the 135 billion 
dollar figure—a figure, incidently, which we are guessing. It may 
be anywhere from 130 to 150 billions required for full employ- 
ment at the 1940 price levels. The first fallacy is that it ignores 
the inflationary clouds which are gathering over the horizon. 
Unless we are able to dissipate these clouds, the advent of an 
inflationary storm might easily assume the dimensions of a hur- 
ricane and wreck a good deal of our economic structure. I shall 
elaborate in a few minutes on the implications of this inflationary 
threat both for the financial policies of the individual company 
and the accounting problems which it raises. 

The other flaw is the lack of emphasis on the place and prob- 
lems of the individual enterprise within the 135 billion dollar 
economy. Whether you subscribe to the belief that the war is 
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going to be followed by a period of economic prosperity or share 
the view that a slump will occur, careful planning by each indi- 
vidual company remains an imperative challenge. We must not 
forget that even in prosperous years as much as 25 per cent of 
our corporations reported no taxable income, while in bad years 
the figure went as high as 75 per cent. 


Position of the Accountant 


The place and functions of the cost accountant or financial 
officer are cut out for him. In the present discussion of planning 
areas for the post-war period, marketing and reconversion occupy 
first place, followed at some distance by the problems of contract 
cancellations and labor relations. Outside of the accounting pro- 
fession too little attention is being paid to the post-war implica- 
tions of current cost accounting procedures and corporate finan- 
cial policies as reflected in accounting practices. The heavy pres- 
sure of demand seemingly obviates the need for economy in opera- 
tion. At the same time, it lends an air of remoteness to the long- 
run financial aspects of accounting practices and procedures. 

It is in these two fields—economy of operations and the formu- 
lation of long-run financial policies—that the accountant can per- 
form a function most useful both to the company and to the com- 
munity for the post-war period. 

Today the accountants enjoy a field day. The tremendously 
expanded need for trained accountants to supply the answers 
needed for the OPA, Army, Navy, and numerous other Govern- 
ment branches and agencies, coupled with the drafting of many 
young accountants into the armed services provide the accountant 
on the home front with opportunities unparalleled in the past. 
This favorable picture may change suddenly into a dismal scene 
after V-Day when the accountant himself is called to account by 
his clients or employers. If the business fails to make the grade 
because of an unbalanced financial structure, the accountant will 
be blamed for not having pointed to the financial danger signals 
on the road. If the company is unable to meet intensified price 
competition, it will again be the cost accountant who will find 
himself on the carpet for his failure to translate the various phases 
of post-war planning into dollar and cents figures and cost data 
which would have enabled the enterprise to survive. 
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Adjust Price Policies to Inflationary Potentials 


The first and foremost task of the cost accountant is to adjust 
the price-making policies of his company to the inflationary poten- 
tials. Modern wars with their tremendous expenditures on mech- 
anized equipment, the vast destruction of wealth and the far- 
reaching shifts from civilian production to war production inevi- 
tably produce inflation. 


It is true that the 1942 price index was only 16 per cent above 
the 1940 level. For 1943, the official rate of increase over 1942 
will probably show another 16 per cent advance. These figures, 
however, do not tell the full story nor do they tell the true story. 
They do not tell the full story because the official index includes 
commodities that are either no longer in the market or articles that 
sell only at prices substantially above the official price ceilings 
at which they are included in that index. In many industries the 
actual increases in prices are well above 150 per cent of what they 
were before the war. The official index does not tell the true 
story because it takes no account whatsoever of hidden inflation. 
This type of inflation exists right now. It is reflected in the 
deterioration of quality of material or poor workmanship while 
the price in the market is only 20 or 30 per cent above the pre- 
war level. Unfortunately the effects of hidden inflation are too 
widely ignored even though their implications for the post-war 
period are tremendous. It affects the producer as well as the 
consumer. Manufacturers who replace quality equipment by 
wartime substitutes of inferior materials or workmanship find 
themselves between the devil and the deep blue sea. Let me 
explain how this occurs. If, upon the advice of the cost account- 
ant, they take the shorter lifetime of the substitute as a basis for 
cost calculation, they run up against OPA price ceilings or against 
the charge that they are profiteering and are responsible for the 
inflationary trend. If their costs allocated to this inferior equip- 
ment does not reflect the shorter lifetime, they are losing money. 

Consumers, too, are victimized by hidden inflation. They may 
believe that they are buying the article at prices only slightly 
above what they paid before the war. Before long, however, the 
purchased article will have outlived its usefulness. Buyers will 
reappear in the market much sooner than would have normally 
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been the case. To the short-sighted manufacturer this may ap- 
pear as a blessing. However, this blessing is more apparent than 
real. It narrows the range of commodities which consumers are 
able to buy in the market. It leads to dislocations in industries 
which are unable to capture their share of the consumer’s dollar 
because his purchasing power is spent on the replacement of 
short-lived commodities. In an inter-dependent economy like 
ours, the inevitable consequence will soon be felt; unemployment 
and depression. 


Danger in Deferred Demand 


Equally dangerous for the post-war period is the menace of 
postponed inflation, more politely referred to in current literature 
and discussion as deferred demand. More than 60 billion dol- 
lars of purchasing power will have been saved between 1942 and 
1944 over and above the normal peacetime volume of savings. 
Many people look to this huge amount of purchasing power as 
a great shock absorber to prevent a possible post-war depression. 
They parade the 60 billion dollars as a tremendous reservoir of 
buying power which will be released after the war to irrigate the 
post-war land of abundance. There is just one little hitch. This 
deferred demand is not balanced during the wartime by a cor- 
responding volume of goods suitable for consumption, and when 
the goods suitable for consumption are made, in order to absorb 
these 60 billion dollars, those goods, in turn, will have been made 
by the expenditure of an additional 60 billion dollars of national 
income, which, in turn, will demand satisfaction. .No matter 
how it is accomplished, we will be 60 billion dollars in excess of 
available goods and services, and those 60 billion dollars repre- 
sent the most serious inflationary threat of the post-war period. 

Now, only two alternatives are available to curb this inflationary 
threat. One alternative is to carry price control and rationing 
well into the transition period. It is rather ironic to make that 
comment at a time when price control is shaking so seriously in the 
war period. The other alternative is to expand our volume of 
output to such a level that the paper purchasing power accumu- 
lated during the war will be only a small fraction of the total 
purchasing power created in the process of production. If such 
a tremendous increase in output were to be accompanied by great 
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economies in production, this combination might absorb the paper 
purchasing power without a further rise in prices. This second 
alternative does not seem very probable to me. Even if it should 
materialize, it would be followed in a few years by a decline in 
prices as soon as the momentum of deferred demand had worn 
off. 

Such are the realities of the situation—realities with which the 
cost accountant must cope, realities he must discount in his prepa- 
ration of estimates and budgets. They must be faced by every 
company when it prepares its post-war planning. They must be 
considered by the cost accountant when he translates his com- 
pany’s plans into dollar and cents figures. 


Devaluation 

The law of gravity does not apply to an inflationary price level. 
Price which goes up as a result of inflation must not come down. 
For purposes of business policy and cost accounting it is far 
more preferable to speak of a fall in the purchasing power of 
money. Physicists have not yet discovered a law of upward 
pull. Neither have our monetary authorities. The time-honored 
remedy has been to devaluate the currency at the end of an 
inflationary period. This happened after our Revolutionary War 
when a Continental was worth half a cent on the dollar. It 
happened in Europe at the end of the first World War when in 
the case of Germany 10,000 billion marks were suddenly made 
the equal of one mark. Prices didn’t come down; the purchasing 
power of money came down. That England and the United States 
did not resort to devaluation after 1918 proves little. First because 
the inflationary trend in England only amounted to about 25 per 
cent although in the United States it was equal to 100 per cent. 
Secondly—and this is of far greater importance—none of us de- 
sire to see in the post-war era a period of prolonged unemployment 
and business stagnation as occurred in England or a severe reces- 
sion as happened in the United States in 1920-1921. Last but not 
least, the inflationary potentials of the first war was only a frac- 
tion of the present potentials and did not become fully effective 
until the end of 1918 and the first post-war year. 
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Inflation and the Cost Accountant 


But even if we assume that no further rise in prices will occur 
between now and V-Day the cost accountant’s job is clearly cut 
out for him. In a period of higher prices, determining overhead 
costs based on pre-war valuation of fixed capital assets is one sure 
way of operating a business successfully into receivership. The 
monetary value will be there. An amount equivalent to the original 
purchase price might be available. But, unfortunately for the busi- 
ness, it is unable to acquire the same quantity of capital assets with 
which it had started, regardless of the availability of the same 
quantity of money. A business maintains its economic and market 
status only by preserving its capacity to turn out the same volume 
of goods and services. The monetary valuation is merely a means 
to an end. In normal times these two will be synonymous. To the 
same degree to which inflation is present monetary valuation and 
economic values no longer move parallel. The time-honored ac- 
counting device of treating the enterprise as a phoenix which dies 
on December 31 of the calendar year and arises from its statement 
more beautiful than ever on January I must be discarded in a 
period of rising prices. 

To obtain a clear picture of the status of the business at the 
close of a given accounting period, nominal dollar figures must 
be supplemented by real income figures. These figures should be 
understood as being composed of units of goods, raw materials, 
equipment, tools, plant and other items which are indispensable 
for the continued output of the business at the same level of com- 
modity output. As a matter of fact, it will do no harmto acquire 
even partially an orientation or a conditioning to the philosophy 
that money is a myth, that the dollar sign is a mirage. It isn’t, 
entirely, but you can’t go far wrong in an inflationary period in 
bending over in that direction and leaning for your stability upon 
the real values, the things one can feel or see, that one can evalu- 
ate or weigh, when the dollar bill will no longer have its traditional 
value. 


Policy Adjustments 

If you accept this conclusion then you will have to accept a 
number of policy adjustments as the inevitable result. These can 
be summarized briefly as follows: 
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First, economic liquidity is of far greater importance than 
monetary liquidity. Economic liquidi‘y is to be measured by the 
ability of the enterprise to replace the goods sold by an equal vol- 
ume of goods. If market price is higher than cost, this fact be- 
comes of prime importance in determining economic liquidity even 
though traditional accounting and tax procedure requires that the 
lower of these two values be used. 

Secondly, real purchasing power of the depreciation reserve is 
crucial and not the nominal dollar figure. A company may have 
set aside on its books a reserve equivalent to 100 per cent of the 
original cost of a fixed asset. Yet if the same item must be re- 
placed in a market in which the price is twice as high, the enter- 
prise will only be able to purchase an asset half as large as the one 
being replaced. The same goes for other reserves set up for the 
replacement of tangible items. 

The accounting profession itself has not been unaware of the 
need for a thorough revision in its techniques. I need only mention 
the recommendation of the Committee on Accounting Procedure 
of the American Institute of Accountants for the setting up of 
eleven special war reserves. Yet a survey made in 1942 by the 
research department of the American Institute of Accountants 
showed that even among the companies that made adjustments in 
their accounting practices for the purpose of meeting the post-war 
problems, toc little was done by too many of these firms. It is the 
old story of being too occupied with current problems to pay suf- 
ficient heed to the financial aspects of post-war business. 

I sometimes wish that one-tenth the emotional energy which is 
poured into some areas of our post-war projection and concern 
were poured into the more dollar-and-cent, bread-and-butter, prac- 
tical problems that will face us in that post-war period. 


The Economic Pattern of American Post-War Economy 


The second area which challenges the cost accountant today is 
the economic pattern of the American economy of tomorrow. 
Many of the products now being waved before our eyes as the 
magic wand that will quickly transform our peace economy into 
a fairyland of abundance and employment for all are probably 
wishful dreaming. The change from a war economy to a peace 
economy will take several years. In a survey that was conducted 
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by the Research Institute several months ago, even we were sur- 
prised to find the tremendous number of establishments which 
planned to issue, as their initial post-war units, the last pre-war 
design. 

During and after this transition, two trends appear inevitable. 
One trend will be the shift from a sellers’ market to a buyers’ 
market. This shift will occur rather rapidly, if for no other reason 
than simply because of the greater variety and number of end 
products which will compete for the same consumers’ dollar. 
Under the pressure of war conditions numerous new uses have 
been discovered for so-called old products. At the same time some 
of the new materials and products that are now being developed 
will be available for civilian consumption some time after V-Day. 


Post-War Cost Control 


The immediate effect in the case of many companies will be com- 
petitive obsolescence of equipment, materials, and inventories. The 
stresses of intensified sellers’ competition will quickly spell an end 
to the wartime tendency to pay little attention to inflated costs. 
Penny pinching and thorough cost accounting will again become 
the cardinal rule for every business that wants to maintain and 
improve its market position. 

The other trend will be the offspring of technological advances 
made during the war. These improvements will quickly become 
embodied in the production facilities of the post-war economy. To 
meet the attack from this corner, each business enterprise will 
have to be ready to meet the challenge by using equally efficient 
equipment and machines. Developments in air transportation, 
particularly in the field of freight, will affect vitally the location 
factor of many companies. Together these developments will make 
for technological obsolescence in the case of individual companies 
and even entire industries. Again, it will be the cost accountant 
whose job it will be to aid the management, in approximation of 
cost and financial and economic position, both during and after the 
war. 

The third area in which the cost accountant will play a leading 
role after the war has to do with contract cancellation, and even to 
mention contract cancellation to you is unquestionably bringing 
beans to Boston. I need only point out one thing to you. Whether 
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or not the settlement of the claims will take weeks or years will 
depend primarily upon the completeness and adequacy of the cost 
accounting records submitted in support of the claims. 


Corporate Capitalization and the Cost Accountant 


The fourth area of finance in which the cost accountant is called 
upon to make a primary contribution lies in the capitalization of 
the business. This fact is particularly important in companies 
operating with a high ratio of fixed capital. Skillful borrowing of 
current capital requirements and good timing in the selection and 
flotation of securities have as much bearing on the unit cost as do 
efficiency of production. In well-established industries in which 
revolutionary technological changes occur only at long intervals, 
skillful financing is likely to have a greater effect on unit cost than 
engineering .efficiency. 

It is true that the cost accountant is not always consulted when 
borrowing policies and methods of capitalization are determined. 
This fact, however, does not lessen the accountant’s responsibil- 
ity to his employer. Perhaps it is unfortunate that financial policies 
in the past have too often been formulated with a view to what the 
capital markets could bear or would take rather than by consider- 
ing their effects on unit costs. Since many companies as part of 
their post-war planning will have to deal with these problems in 
terms of their post-war implications, the accountant should cer- 
tainly make his contribution to this phase of planning. Fortunately 
for the accountant quite some time, perhaps two years or more, 
will elapse between the formulation of post-war financial policies 
and their actual execution. This interval provides the “pause that 
refreshes.” It supplies the accountant with the opportunity of 
translating these plans into their appropriate accounting terms as 
far as unit costs go. 

The place of the cost accountant is however not limited to the 
financial aspects of the business. Although his contributions may 
be less apparent they will be none the less real in the other phases 
of post-war planning. These are marketing, production, labor re- 
lations, and personnel. I am not going to devote any consideration 
to these specific fields. I feel certain that before this morning is 
over, a good deal more intelligent light than I can apply will have 
been presented to you. Whatever is planned for and happens in 
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these divisions is immediately reflected in costs and ultimately in 
profits or losses. Like the top executive, the accountant performs 
functions which are not confined to any department or function in 
particular but are related to the business in its entirety. It is the 
over-all picture and over-all planning which will spell success or 
failure after V-Day. 


The Planning Program 


To be effective, post-war planning by a business enterprise must 
be hard-boiled, realistic, and down-to-earth; to the extent that 
emotion enters, intelligence leaves. Above all it calls for a com- 
prehensive planning program which integrates every department 
of the business into a single strategic master plan. Two things are 
indispensable in the preparation of such post-war strategy. First, 
one member of the executive staff must be charged with the full- 
time responsibility for guiding and coordinating the planning activ- 
ities of all depart: ‘nts. Secondly, definite deadlines must be set 
up. Each department must be held responsible for filing the neces- 
sary information and estimates not later than the deadlines. 

The more thorough the preparation of the plan, the better the 
chance of survival after V-Day. Indeed, a matter of 30 days may 
spell the difference between successful survival or dismal failure, 
and I am not exaggerating. Take the case of the Glenn L. Martin 
Company. Its weekly payroll is at present about 1.7 million dollars. 
Four weeks of continued payroll payments without a market would 
wipe out all of the 1942 profits of this company. In the case of 
the Lockheed Company, just a little over two weeks of payroll 
payments without business would be enough to erase its 1942 
earnings of 11.6 million dollars. As our chairman has said, the 
one thing upon which everyone is agreed, is, when the end of the 
war comes, it will come suddenly. I know of no better way of 
driving home the necessity for thorough planning than to suggest 
that you estimate in the case of your own clients or employers how 
many weeks of sustained employment at the present level would 
be required to wipe out last year’s profit if no orders were to 
come in; or, even if business should be procured but only at a loss. 

In virtually every industry the primary question will be the 
market. Cost, quality, and salability will be the three pillars of 
strength. In the competitive post-war market price will again be- 
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come the focal point. Exact cost accounting will be the indispen- 
sable prerequisite for a successful price policy. 

Today the vendors are allocating quotas to the purchasers. 
Competition among the sellers is non-existent in many fields. Old 
customers have gone out of business either because of the draft, 
because of output restrictions, or as a result of rationing. In 
some cases transportation difficulties and lack of manpower have 
induced companies to drop some of their pre-war customers whose 
business is located at a considerable geographic distance. Competi- 
tive practices among the sellers have given way in many lines to 
competitive bidding on the part of the purchaser. All of these 
things will change rather quickly after V-Day when a more nor- 
mal relationship between sellers and buyers will be established in 
the market. 


The Cost Accountant and Post-War Marketing 


In a large number of cases manufacturers will have to start 
from scratch in building up their distribution setup. They will 
have to supply their wholesalers, agents, and retailers with litera- 
ture on the new post-war products. In addition many of these 
outlets will require financial assistance in order to get back on their 
feet. 


I am not sure but that the cost accountant, after the war period, 


for the first time, will find himself analyzing the cost and financial 
data of distributors in order to provide the producer with help in 
the distribution setup. I said before that I would not make any at- 
tempt to analyze the problems of production, of personnel, of 
labor, of sales and of marketing, which do have cost accounting 
implications. I want to illustrate, in one very small area, how im- 
portant is the contribution of the cost accountant in areas in which 
he may normally have considered himself a complete stranger— 
tools, dies, and machinery. Some of those that are now used in 
war production may differ a little or not at all from their pre- 
war design. A problem that must be faced in many business or- 
ganizations is how to convert old tools or buy new ones. This is 
a question of price and costs, and a problem for the cost account- 
ant. In the area of marketing, there is the problem of plant cap- 
acity—what to do with excess plant capacity, should it be held, 
should it be sold. In some instances, the company may be able to 
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add new lines and thus take up the slack which would otherwise 
ensue. A decision to add new lines and to enter markets previously 
not touched by the company may set in motion intensified cut- 
throat competition where the demand is insufficient to absorb the 
output of the old producers plus the additional volume turned out 
by the newcomers in the field. 

Whatever decision is reached will influence the total overhead 
expense and the unit cost. Keep the cost accountant out and the 
receiver is likely to march in when the financial burden of the 
excess capacity proves to be the millstone around the neck of the 
business. 

I plead guilty to having scratched at the smallest part of the sur- 
face of the problem of post-war planning with its implications for 
the cost accountant. I plead guilty in part to being unable to see it 
more clearly, in part to being incapable of presenting it more 
clearly, more completely in this period of time. My one hope is that 
a sampling of the problems and of the opportunities and of the re- 
sponsibility will have offered some stimulation, some excitement, 
some promise of action. 

In 1938 and 1939, I was in this very community, urging what 
then seemed to me a critical adjustment in business, an adjustment 
to the probability of war. I think it is appropriate that now in 
1943, I am again in this community, urging a far more important 
adjustment, an adjustment to peace, an adjustment to the chal- 
lenges, difficulties, changes, and problems that, in part, flow from 
the war itself, in part, are merely the accumulation of what our 
own society has stored up, and will present for payment in the 
post-war period. 


The Last Chance for Private Enterprise 


It is a little depressing to discuss this subject, depressing for 
two reasons: The wave of business optimism within the last two 
months has disturbed the War Department, it has disturbed the 
Navy, it has disturbed the War Production Board, and with very 
good reason. The job is not done. The war is not won. The prob- 
lem is not over. The second of the reasons is that the closer we 
get to that post-war period, the less pretty it looks. Very frankly 
and honestly, I don’t think we are doing a good job of using either 
our heads or our hearts on that post-war period. I think both 
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morale and morality, spirit and spirituality, are near an all-time 
low in this country today. I think the diseases of the soul are ac- 
cumulating in us, and there is neither the will nor the leadership, 
in circles high and low, to present an answer to it. And what dis- 
heartens me most is that easy tendency on the part of many who 
recognize this to be true, to point the finger elsewhere and say, 
“See, we told you,” or, “It’s your fault.” 

It may be our last chance to point fingers. The business leaders 
of the Committee for Economic Development were not kidding 
us when they insisted that the solution to our post-war problem 
is the last chance for private enterprise. That is true. If we go 
about grumbling and grunting and grousing, we are merely ad- 
mitting in another way that the job is a little too big for us. 

But if there is one fraction of the energy and imagination which 
took a wilderness and fashioned from it the wealthiest and broadest 
nation on earth, if there is a fraction of the energy that crossed 
the mountains and bridged the rivers, if there is a fraction of the 
energy that took a munitions potential of zero in 1940 and built 
the armada that exists today, if we are one-tenth as good at con- 
struction as we are at destruction, there is a great day ahead. 

















